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SUMMARY

Thirty-seven parties filed comments in response to the

Commission's Notice of Proposed Ru1emaking on Depreciation. LECs

unanimously endorsed use of the Price Cap Carrier option.

Conversely, state PUCs unanimously opposed adoption of the Price

Cap option and largely favored use of the Basic Factors Range.

IXCs also opposed adoption of the Price Cap option. Opposition

to the Price Cap option -- while not unexpected -- was based on

two dissimilar concerns: (1) that Price Cap carriers would

"game" the process to reduce sharing amounts; and (2) that

adoption of the Price Cap option would result in the "loss" of

much valuable depreciation information.

U S WEST believes that the Price Cap Carrier Option can be

modified to address these concerns while still allowing LECs the

flexibility to adjust depreciation rates in a timely manner to

reflect competitive, technological, and regulatory changes.

NYNEX and others offer a few simple guidelines which, if adopted,

would ensure that LECs could not "game" the depreciation process.

On the other hand, USTA suggests changes to the Price Cap option

which would ensure that both the Commission and other interested

parties have sufficient information to evaluate proposed

depreciation rates. U S WEST urges the Commission to adopt a

modified Price Cap option which incorporates the suggestions of

NYNEX, USTA, and others. Such a plan would allow LECs the

flexibility to adopt more realistic depreciation rates while

safeguarding against potential abuse.
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U S WEST Communications, Inc. (IIU S WEST"), through counsel

and pursuant to the Federal communications commission's (rrCommis­

sion" or "FCC") Notice of Proposed Rulemaking1 ("Notice" or

IIHfBHII) in the above-captioned docket, hereby files its reply to

comments on the Commission's depreciation proposals.

I. INTRODUCTION

Thirty-seven parties filed comments in response to the

Commission's HfBH.2 Commenters fall into four broad categories:

1~ Simplification of the Depreciation Prescription
Process, 8 FCC Rcd. 146 (1992).

2Ameritech Operating Companies ("Ameritech"); Bell Atlantic
Telephone Companies ("Bell Atlantic"); BellSouth
Telecommunications, Inc. ("BellSouth"); New England Telephone and
Telegraph Company and New York Telephone Company (rrNYNEX");
Pacific Bell and Nevada Bell ("Pacific"); Southwestern Bell
Telephone Company ("Southwestern Bell"); U S WEST; Cincinnati
Bell Telephone Company; GTE Service corporation; The Southern New
England Telephone Company; United States Telephone Association
(IIUSTA"); United Telephone - Southeast, Inc.; American Telephone
and Telegraph Company ("AT&T"); MCl Telecommunications
Corporation (rrMCI"); Staff of the New Jersey Board of Regulatory
Commissioners; Colorado Public utilities commission; District of
Columbia Office of People's Counsel, Florida Office of the Public
Counsel, Indiana Office of Utility Consumer Counselor,

(continued... )
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1) local exchange carriers (tlLEC"); 2) state agencies (.L...b, both

regulatory agencies and consumer advocates) (tipUCtI); 3)

interexchange carriers (tlIXCtI); and 4) other interested parties.

The LECs unanimously supported option D -- the Price Cap carrier

option -- with the Basic Factors Range and the Depreciation Rate

Range being second best alternatives. state PUCs unanimously

opposed adoption of the Price Cap carrier option and favored use

of the Basic Factors Range with some support for continuing

existing depreciation practices. The IXCs -- AT&T and MCI -­

strongly opposed allowing LECs to use the Price Cap carrier

Option, while AT&T argued that this option was the most

appropriate for a carrier facing "pervasive competitiontl such as

AT&T. 3 option C - the Depreciation Schedule option - garnered

2( ••• continued)
pennsylvania Office of Consumer Advocate (tiState Consumer
Advocates"); The People of the State of California and the Public
utilities Commission of the State of California; Idaho Public
utilities Commission; Indiana utility Regulatory Commission;
Michigan Public Service Commission; Missouri Public Service
commission; National Association of RegUlatory utility
Commissioners ("NARUCtI); Nebraska Public Service commission; New
York State Department of Public Service; North Dakota Public
Service Commission; Oklahoma Corporation Commission, Public
utility Division; Public Service Commission of Wisconsin; Public
utility Commission of Oregon; Public utility commission of Texas;
South Dakota Public utilities Commission; Tennessee Public
Service Commission Staff; Utah Division of Public utilities;
Virginia State Corporation commission Staff; Washington Utilities
and Transportation Commission; California Cable Television
Association (tiCCTAtI); Deloitte & Touche; and General Service
Administration (tiGSAtI).

3AT&T goes to great lengths in its comments and petition for
waiver (~ Petition for Waiver of the Commission's Depreciation
Methods and Procedures, filed January 27, 1993) to differentiate
itself from price cap LECs. AT&T claims that it should be
accorded more liberal depreciation treatment because it is

(continued... )
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no support and was found to be unsuitable by every party

commenting on it. Lastly, with the exception of some extreme

variations of the Price Cap Carrier Option, no party provided any

3( ••• continued)
subject to a different price cap; faces significantly more
competition; prices below its price cap; and has taken "write
downs" on certain assets on its financial books. While U S WEST
agrees that AT&T should be sUbject to liberalized depreciation
rules, U S WEST cannot agree that price cap LECs should be
sUbject to restrictive, out-dated depreciation practices.

The difference between AT&T and price cap LECs is one of
degree. True, price cap LECs are sUbject to sharing and AT&T is
not; but LECs would be happy to dispense with sharing if that is
all that is necessary in order to be allowed to adopt more
realistic depreciation practices. True, AT&T prices below its
Price Cap Index ("PCI"), while most LECs have only recently begun
to do so. (~U S WEST's 1993 Annual Access Tariff Filing in
which switched and special access rates are significantly less
than their respective PCls -- the switched Access PCI is 96.1021,
while the API is 93.9634; the special Access PCI is 99.1732,
while the API is 97.0521. Furthermore, these PCls do not reflect
any upward adjustments due to OPES or any 1993 represcriptions
which may be ordered by the Commission.) However, it should be
noted that LEC prices have continued to decline under price cap
regulation. (U S WEST's prices declined approximately $117
million and $94 million in 1991 and 1992, respectively, and are
expected to fall another $47 million on July 1, 1993.)

It is also true that AT&T faces more direct competition than
price cap LECs, but local access competition is exploding. (For
example, Sprint Communications Company recently transferred all
of its special access business in Denver from U S WEST to
Teleport Denver.) It is also true that AT&T has taken "write
downs" on its financial books and LECs have not -- but that is a
financial decision. AT&T has not taken any "write downs" on its
regulated books, nor have price cap LECs.

U S WEST can relate to AT&T's plight of being shackled with
unrealistic depreciation practices while its competitors are not.
However, AT&T performs an injustice when it asserts that it
deserves regulatory relief from current depreciation practices
but price cap LECs do not. It is unfortunate that AT&T has
chosen to take the tact of trying to differentiate itself from
price cap LEcs for depreciation purposes rather than comparing
itself to IXCs who are not subject to most of the Commission's
depreciation practices.
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viable arguments that the Commission did not have authority to

adopt rules implementing any of the proposed options.

All in all, the positions of the parties were fairly

predictable. 4 The only surprise was the extent of state PUC

participation, given the fact that this proceeding has no direct

impact on intrastate depreciation rates. 5 opposition to the

Price Cap option -- while not unexpected -- was based on two

dissimilar concerns: 1) Price Cap carriers would "game" the

process to reduce sharing amounts; and 2) adoption of the Price

4CCTA devotes a significant portion of its pleading to
addressing the issue of whether LEC depreciation expenses have
exceeded new investment. Needless to say, CCTA infers that
ratepayers will be harmed if depreciation expense exceeds new
investment in any given year. ~ CCTA Table 1. U S WEST is
replying to CCTA's comments because CCTA inaccurately references
Mountain Bell and Northwestern Bell -- not because U S WEST
believes that the level of LEC investment in any given year has
or should have any relationship to the adequacy or inadequacy of
depreciation rates.

In Table 1, CCTA compares net change in gross telephone
plant in service ("TPIS") with depreciation expense for the
period 1988-1990 for Mountain Bell and Northwestern Bell and
other LECs. This is an inappropriate comparison and, contrary to
CCTA's assertion, provides no information on LEC investment. The
net change in TPIS is the difference between plant added and
plant retired during a given period of time. To determine
whether new investment was less than, equal to, or greater than
depreciation expense for a given period, one should use either
"plant added" from the MR2 report or "net construction
expenditures" from the MR1 report, rather than net change in
TPIS. If depreciation expense is compared to net construction
expenditures for the period 1988-1990 for Mountain Bell and
Northwestern Bell, it becomes clear that depreciation and new
investment were basically equal during this period. ThUS, CCTA's
conclusion that depreciation exceeded new investment by a
significant margin is clearly erroneous. As such, the Commission
should give no weight to either CCTA's hypothesis or its
conclusions in this proceeding.

5~ Louisiana Public Service Com'n v. F.C.C., 476 U.S. 355
(1986).
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Cap option would result in the "loss" of much valuable

depreciation information. 6 U S WEST understands how these

concerns could arise, given the limited description of the Price

Cap Carrier option in the Commission's Notice. However, U S WEST

also believes that a Price Cap Carrier option could be adopted

which addresses these concerns while still giving LECs the

flexibility to adjust depreciation rates in a timely manner to

reflect changes in competitive, technological, and regulatory

environments. USTA and others have already suggested

modifications to the Price Cap option which ensure that LECs will

not be able to use the depreciation process to reduce sharing

amounts and that adequate data will be available to evaluate

proposed LEC depreciation rates.

II. WITH MINOR MODIFICATION, THE PRICE CAP CARRIER OPTION BEST
SERVES THE puBLIC INTEREST

U S WEST and other price cap carriers argued that it makes

no sense for the Commission to tightly circumscribe depreciation

rates in light of the following facts: 1) depreciation is an

endogenous cost under price caps;7 2) the existence of a growing

6Many state PUCs in U S WEST's service area voice this
concern. As U S WEST said in its comments: "U S WEST has and
will continue to work closely with state commissions to assist
them in resolving depreciation and capital recovery issues,
including providing any necessary data." U S WEST at 9 n.23.

7~, ~, BellSouth at 16-19; Ameritech at 5; Pacific at
11-12.
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reserve deficiency problem;8 3) rapidly changing technology and

increasing competition;9 and 4) the inherent slowness of a

depreciation process which operates on three-year cycles. 10

Despite the logic of these arguments, they are insufficient by

themselves to overcome some parties' distrust of the Price Cap

option. U S WEST believes the Price Cap option can be modified

to overcome this concern and to alleviate concerns with the

adequacy of depreciation data under this option.

NYNEX and others offer a few simple guidelines which would

ensure that LECs cannot "game" the depreciation process. 11

These suggestions include: 1) limiting depreciation changes to

once a year;12 2) making all depreciation rate changes

prospectively;13 3) requiring all proposed changes in

depreciation rates be filed in the first quarter;14 and 4)

8~, ~, BellSouth at 16-17; Pacific at 2-3; U S WEST at
13.

9~, ~, NYNEX at 2-3, 15-16; Ameritech at 3-4;
Southwestern Bell at 5, 9-10.

10~, ~, NYNEX at 4-5; Bell Atlantic at 4; Pacific at 2.

11Most concerns about "gaming" the depreciation process
center around the sharing mechanism. Commenters contend that
price cap LECs would increase depreciation rates to offset
sharing. ~,~, MCI at 6-7; AT&T at 8-9; Idaho Public
utilities Commission at 6; North Dakota Public Service Commission
at 2.

12NYNEX at 13.

13l5L.

14Bell Atlantic at 9.
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limiting the amount of yearly depreciation rate changes. 1S

Adoption of these additional guidelines would ensure that LECs

could not use the depreciation process to arbitrarily reduce

sharing amounts. 16 In making its decision on depreciation

methodologies, the Commission should not overlook the fact that

numerous safeguards are already in place which make manipulation

of depreciation expenses very unlikely. These safeguards

include: public books and records including SEC filing

requirements; the use of independent auditors; adherence to FCC

accounting rules in Part 32; regulatory agency audits (~, NECA

audits, etc.); and the oversight of the financial community

(~, analysts' reports, etc.).

The other predominant concern with the Price Cap option is

the claim that neither the Commission nor state PUCs would have

adequate information to analyze proposed depreciation rates.

While the HEBH might lead to this conclusion -- it need not

happen. USTA suggests a version of the Price Cap option which

would ensure that both the Commission and other interested

1SNYNEX at 13.

16However, even with these guidelines, LEC depreciation
changes could have an impact on sharing if price cap LECs are in
the sharing range. No one disputes the fact that depreciation
expense and earnings are directly related. High earnings may be
an indication of inadequate depreciation and vice versa.
Likewise, sharing may be an indication of inadequate depreciation
in any given year. Adoption of the Price Cap option should allow
LECs to employ realistic depreciation rates without giving the
incentive or ability to manipulate annual earnings. In making a
decision in this proceeding, the Commission must not lose sight
of two key facts: (1) depreciation is a legitimate business
expense and (2) no more than 100% of a carrier's original
investment may be depreciated.
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parties have sufficient information to evaluate proposed

depreciation rates.

Under USTA's proposal, carriers "would file the major data

elements to calculate the depreciation rates - reserves, life and

salvage estimates, current and proposed depreciation rates, and

accrual changes, with a letter of explanation. II17 Carriers

would continue to calculate depreciation rates using a remaining

life methodoloqy, as they do today. The Commission would then

put a carrier's depreciation rates and supporting material out

for comment. Upon completion of the notice and comment

proceeding, the Commission would prescribe rates. 18 Also,

USTA's proposal should alleviate any concerns that the Commission

would be abdicating its statutory duties to prescribe

depreciation rates with the adoption of the Price Cap option.

U S WEST urges the Commission to adopt a modified Price Cap

option which incorporates the above revisions. By doing so, the

Commission would address the valid concerns raised by commenters

while still allowing carriers the flexibility to change

depreciation rates to reflect a rapidly changing operating

environment. Additionally, U S WEST believes the adoption of

this option would obviate the need for a separate reserve

deficiency amortization (IIRDAII).

17USTA at 10.

18~

i
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III. THE "BASIC FACTORS RANGE" OPTION HAS WIDE SUPPORT AMONG
CQMMENTERS

The Basic Factors Range (or "BFR") option found wide support

among state regulators. 19 LECs, while voicing strong support

for the Price Cap option, found an appropriately-fashioned Basic

Factors Range option to be a viable "second best"

alternative. 20 The big difference in views between LECs and

state regulators on this option had to do with its

applicability. 21 Regulators, while supporting the BFR option,

also urged that it be limited to small accounts. Conversely,

LECs argued that this option should be applied to all accounts.

U S WEST continues to support the application of the BFR option

to all accounts. Applying this option solely to small accounts

would in effect be a preservation of the status quo. The status

quo is the problem. While the Commission has styled its Notice

19~, ~, Idaho Public utilities Commission at 2;
Nebraska Public Service Commission at 2; Staff of the New Jersey
Board of Regulatory Commissioners at 3.

20~, ~, U S WEST at 9; Bell Atlantic at 10-11;
BellSouth at 34-36.

21state regulators also appear to differ with LECs on the
continued use of Equal Life Groups ("ELG") under the BFR option.
~, ~, Colorado Public utilities Commission at 18-19; Idaho
Public utilities commission at 4; Utah Division of Public
utilities at 3. In its Notice, the Commission requested comment
on the continued use of ELG given the fact that basic factor
ranges would be calculated using industry-wide data. ~ Notice
at , 25. If the Commission adopts the BFR option, it should
continue to allow LEes to use ELG. ELG is more accurate than
vintage grouping ("VG") and its use results in different
depreciation rates than would be obtained from VG for a given
value within a basic factor range. U S WEST believes that use of
ELG results in more realistic depreciation rates.
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as a "simplification of the depreciation prescription process,"

it would be regretful if the only outcome of this proceeding is

"simplification," with no reform of the depreciation process. 22

Thus, while application of the BFR option to a limited

number of accounts would be an improve.ent over current

practices, it would do little to bring LEC depreciation rates

more in line with reality. The fact is that current depreciation

practices aggravate LEC financial matters by understating

depreciation rates and overstating earnings. Commenting parties

provide numerous examples of the service lives used by other

companies Which are significantly shorter than those prescribed

for LEcs. 23 The Commission should take this opportunity to

adopt realistic ranges for accounts which are most affected by

changing technology -- not just to simplify the existing

depreciation process. As SUCh, U S WEST urges the Commission to

apply the BFR option to all accounts if it chooses this option.

22The Notice implies that the Commission is attempting to
eliminate some of the ills inherent in the current depreciation
process in addition to simplifying it.

23For example, USTA notes that cellular carriers depreciate
their digital switches over an average period of 8.8 years, while
the Commission normally uses a projeC~ed life of 17-19 years.
(i§§ USTA at 5.) BellSouth points out that cable companies
depreciate fiber cable over a Period of 5-15 years, while RBOCs
do so over approximately 30 years. (~Bellsouth at 10.)
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IV. THE COMMISSION SHOULD TAKE STEPS IN THIS PROCEEDING TO
RESOLVE THE RESERVE DEFICIENCY PROBLEM

Numerous LECs noted that they faced reserve deficiencies and

that these deficiencies are growing. 24 These reserve

deficiencies are the product of overly-long service lives that

were prescribed for LECs for depreciation purposes. Not only

must the Commission realign depreciation rates on a going-forward

basis, but it must also address the reserve deficiency issue. 25

Expeditious action on this problem will serve the pUblic interest

and pave the way for even greater competition. 26 As U S WEST

observed in its comments, a separate RDA probably would be

unnecessary if the Commission selected the Price Cap option for

establishing depreciation rates. If the Commission does not

select the Price Cap option, it should institute a proceeding to

address the industry-wide problem of reserve deficiencies at the

earliest possible date.

24~, ~, NYNEX at 6; Bell Atlantic at 4-5; U S WEST at
13.

25The Commission staff is well aware of both the existence
of LEC reserve deficiencies and the fact that these deficiencies
are growing. LECs are required to file theoretical studies with
the Commission on a regular basis as required by the FCC
Depreciation Study Guide.

26Today's reserve deficiencies are the result of past
regulatory decisions on depreciation. Ratepayers in previous
periods benefitted from these decisions. It would be patently
unfair and an abuse of discretion to deprive LECs of an
opportunity to recover these reserve deficiencies.
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V. THE COMMISSION SHOULD NOT CHANGE THE TREATMENT OF SALVAGE

Salvage and cost of removal are currently included in LEC

depreciation calculations. GSA and a few other parties favor

removing salvage (and the cost of removal) from the depreciation

process. 27 These parties advocate treating salvage and cost of

removal as current expenses when they occur. 28 U S WEST

disagrees. Salvage and cost of removal have generally been

regarded as the residual value associated with a retired asset

and are predictable future cash flows. As such, it is

appropriate that residual values be allocated over the life of a

carrier's assets in the same manner as depreciation expenses.

This approach, which is used today, conforms with GAAP and avoids

irregular patterns associated with salvage and removals.

VI. CONCLUSION

As described above, U S WEST believes that the Price Cap

option can be modified to adequately address any "manipulation"

concerns and to ensure that the Commission has sufficient data to

knowledgeably prescribe depreciation rates. As such, U S WEST

27~, ~, GSA at 9: State Consumer Advocates at 27-30.

28
~, ~, GSA at 10.
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urges the oo.mi••ion ~o adopt a .edified version of ita Price cap

option for establishing carrier depreoiation rates.

Respectfully submitted,

U S WEST Co..unioationa, Ina.

By. (\,~To Ho..-..m..
~ Hannon
1030 19th Street, H.W.
suite 700
Waabington, D.C. Z0036
(303) Z96-0239

Its Attorney

or Counsel,
Laurie J. Bennett

April 13, 1993
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